We examine the impact of import competition on firms' innovation input and output. We conjecture that U.S. firms view import competition from high-wage countries (HWCs) as "neck-and-neck" competition and will respond by intensifying innovation. In contrast, U.S. firms will reduce innovation in response to import competition from low-wage countries (LWCs), because such competition does not always increase the potential benefits from innovation. Our empirical results are supportive. We find that, when confronting HWC import competition, U.S. firms increase R&D expenditures, file more patents, receive more citations to their patents, and produce more breakthrough patents. Moreover, U.S. firms closest to the technological frontier-largest firms, firms with the largest stocks of knowledge, and most profitable firms-intensify innovation the most in response to HWC competition. These results shed light on the relationship between product market competition and innovation, and on the impact of trade on firm performance.
Introduction
A large body of literature since at least Schumpeter (1942) has explored the relationship between product market competition and innovation. However, neither theoretical predictions nor empirical evidence have been conclusive. 1 Firms with market power are in a better position to innovate because they possess more resources to invest in innovation and can amortize innovation investments over a larger scale; meanwhile, they may have less incentive to innovate because they fear innovation can rapidly replace their monopolistic rents. Recent efforts have found the competition-innovation relation to be non-monotonic. The relation depends on, among other things, the nature of the industry rivalry (Aghion et al. 2005 and 2009 , Lee 2005 , firm innovation strategy (Artés 2009 , Boone 2000 , and incumbent technological capabilities (Lee 2009 , Tang 2006 .
In this study, we revisit this long-debated relationship between market competition and firm innovation. We extend these lines of inquiry by distinguishing between two types of market competition-that from technologically advanced entrants versus laggard entrants-and between two types of incumbent firms-those close to, versus those far away from, the technology frontier. In particular, we focus on industry-level import competition from advanced or high-wage countries (HWCs) and import competition from low-wage countries (LWCs). Import competition from LWCs represents competition in a different spectrum than import competition from HWCs. For instance, Amiti and Khandelwal (2012) document significant quality differences among products imported by the U.S. from countries of various income levels. Schott (2008) shows that quality difference of imported products measured by unit value, a wedge he calls the "OECD premium," widened, rather than shrank, over time.
Using industry-level import competition to measure market structure offers several benefits. First, it is less endogenous to firm decision than domestic market structure that has been examined in most prior research, and may help us better identify the impact of changes in market competition. 2 Second, the landscape of U.S. imports has undergone substantial changes over the past several decades. Figure 1 shows that U.S. imports from HWCs experienced steady increases over the entire sample period; meanwhile, imports from LWCs remained very small through the 1970s and 80s, but began to surge in the 90s, mainly driven by imports from China. Furthermore, different industries have been exposed to different import competition pressure over the years, which provide cross-sectional variation.
-
---------------------------------------------------------------------Insert Figure 1 about here ----------------------------------------------------------------------
We conjecture that firms in the U.S. and HWCs are similar in technological capabilities.
U.S. firms will view import competition from HWCs more likely to be "neck-and-neck" competition and intensify innovation to stay ahead. In contrast, firms in LWCs lag U.S. firms in technological capabilities, but abundant labor supply and aggressive trade policies of their home countries enable them to export products that offer a relatively cheaper option in the importing countries. Therefore, U.S. firms will expect import competition from LWCs to significantly lower their profit margins, and lower their potential benefits from innovation. In response, they will focus on short-term actions and tend to reduce innovation.
We test these conjectures using a sample of 4,959 U.S. public-listed manufacturing firms between 1976 and 2005. We measure import competition using U.S. imports of the products in a firm's primary industry divided by total U.S. domestic expenditure on these products, but distinguish between import competition from HWCs and LWCs. We measure a firm's innovation input by its R&D expenditures, and a firm's innovation output by its patents filed with the U.S. Patents and Trademarks Office (USPTO). We study several features of these 2 Market structure has been measured by price-cost margins (Aghion et al. 2005 , Nickell 1996 , Herfindahl index (Tingvall and Poldahl 2006) , concentration ratio (Levin et al. 1985 , Scherer 1967 , number of competitors (e.g., Kraft 1989) , number of new companies, market shares or market growth (Geroski 1990 ).
patents, including (1) quantity, measured as the number of patents (Griliches 1990) ; (2) quality, measured as the total number of citations received by these patents (Trajtenberg 1990);  and (3) -
Our firm-level regression results support the industry-level patterns presented in Figure 2 .
In particular, firms exposed to greater import competition from HWCs subsequently invest more heavily in R&D and achieve a greater innovation output. The economic significance of the estimates is substantial. They imply that, holding everything else constant, a 10-percentage-point increase in import competition from HWCs would increase a firm's R&D expenditures by about 7% and number of patents by over 5%. In addition, firms facing HWC import competition receive more citations to their patents and have more breakthrough patents. In contrast, firms facing greater import competition from LWCs reduce their R&D expenditures and file fewer patents. These results confirm that different types of competition elicit different responses in firms' R&D strategy.
Next, we explore the heterogeneous impact of import competition on innovation in the cross-section. Among U.S. firms, we expect the industry leaders to intensify innovation the most in response to import competition from HWCs. We use three measures to approximate firms' position within an industry: (1) size, (2) knowledge (patent) stock, and (3) profitability.
Consistent with our conjectures, we find that when facing import competition from HWCs, industry leaders intensify innovation (and improve their innovation output) the most.
Meanwhile, industry laggards are only responsive to import competition from LWCs.
Our paper contributes, first, to the literature on the relationships between product competition and innovation. To the best of our knowledge, our paper is the first to decompose market competition into different spectrums and finds that firms, depending on their industry positions, responds to different competition differently. It complements recent efforts to examine heterogeneity in technological levels among incumbent firms (Lee 2009 , Tang 2006 competition when import competition from HWCs (rather than LWCs) increases. As a result, the impact of HWC and LWC imports on innovation will be different.
In addition, this paper studies not only innovation input (R&D) and output (patents) in terms of quantity, but also the quality and novelty of patents, thereby connecting the competition-innovation literature with the emerging literature on radical inventions and highlighting one circumstance under which existing firms become a source of radical inventions (Ahuja and Lampert 2001, Eggers and Kaul 2014) . Finally, although it has been widely documented that patents tend to be concentrated in large firms (e.g., Nanda et al. 2013 ), our study highlights one of the circumstances in which large firms enhance competitive advantage against small firms.
Our paper also contributes to an emerging literature on import competition from LWCs and firm performance. While much has been found about how trade with LWCs has depressed wages and employment in the U.S. (Autor et al. 2013 , Bernard et al. 2006 , Ebenstein et al. 2014 , little attention has been paid to the impact of import competition from LWCs on firms'
innovation. This paper illuminates how innovation by domestic firms varies in response to trade with different countries.
The rest of the paper is organized as follows. In Section 2, we discuss the relevant literature. Section 3 describes our data, sample, and variables, and presents summary statistics.
Section 4 presents the empirical specifications. Section 5 analyzes the effects of import competition on firm innovation. Section 6 explores the mechanisms. Section 7 concludes.
Related Literature and Theoretical Motivation
As reviewed by Ahuja et al. (2008) , Cohen (2010) , and Gilbert (2006) , theoretical models about the relationship between competition and innovation have yet to generate conclusive predictions.
3 Schumpeter (1942) posits that firms with market power have stronger incentive to invest. This is because these firms are more likely to accumulate the resources necessary to invest in innovative activity. In addition, they are able to amortize their innovation investments over a large scale and hence benefit from a lower unit cost of innovation.
While theorists agree with Schumpeter's fundamental argument, they do not necessarily agree on how such market power would arise. On the one hand, Schumpeter believes that pre-innovation market power confers post-innovation market power. Consistent with such belief, Gilbert and Newbery (1982) argue that an incumbent monopolist will invest more in R&D to ward off a potential entrant; and Dasgupta and Stiglitz (1980) show that firms' R&D intensities decline as an industry becomes more competitive. On the other hand, some scholars have argued that a more competitive market, rather than a more concentrated one, will encourage innovative activities. This is because firms in more competitive markets will gain more from innovation on the margin, whereas firms innovating in more concentrated markets may suffer a "replacement effect": the possibility that their innovation will partially displace oligopolistic rents captured before the innovation (Arrow 1962). Firms insulated from competition may also become more bureaucratic and therefore less innovative over time (Scherer 1980 ). Recent models highlight incumbent firms' incentive to innovate as driven by the difference between their post-innovation and pre-innovation rents. Aghion et al. (2005 Aghion et al. ( , 2009 argue that in sectors where firms operate at similar technological levels, competition reduces firms' pre-innovation rents by more than it reduces their post innovation rents, hence firms will intensify their innovation effort to escape "neck-and-neck" competition. On the other hand, in sectors where firms lag in technology capabilities and operate with a thin margin, competition will mainly affect post-innovation rents, and firms will therefore reduce innovation. Similar arguments have also been made in the patent-race literature: that firms with similar knowledge stocks will compete aggressively to gain success, while lagging firms will drop out (Fudenberg et al. 1983, Harris and Vickers 1985) .
A related literature studies the relationship between firm characteristics and innovation.
One of the most studied firm characteristics is firm size. While Schumpeter argues in his earlier work that entrepreneurs outside large firms are the major source of innovation (Schumpeter 1934) , his later work argues that larger firms are expected to enjoy more market power, can amortize their innovation investments over a larger scale, and hence have greater incentive to invest in innovation (Schumpeter 1942) . Empirical evidence largely indicates that firm size is positively related to both innovation input (R&D expenditure) and output (patents). Other firm characteristics studied in the literature include cash flow and firm scope, both of which are found to be positively correlated with innovation (Ahuja et al. 2014 , Nelson 1959 , Rosen 1991 .
In sum, the existing literature on competition and innovation appears to have three gaps.
First, although recent models have taken into account the heterogeneity in firms' technological capabilities, this heterogeneity has been studied at the sector level. However, firms within the same sector differ in their technological capabilities. Facing strong entry threat within a sector, incumbent firms closer to the technology frontier will expect to survive entry threat, and will intensify innovation to escape competition, whereas incumbent firms far away from the technology frontier will expect to have a lower chance of survival or profit margin after entry and therefore will be discouraged from innovating. Second, the existing literature implicitly assumes that entrants are at least as strong as incumbent firms in their technological capabilities, if not stronger. This is inconsistent with the reality of global competition. While imports from HWCs may represent comparative technological advantage with respect to U.S. firms, imports from LWCs may be a result of cheap labor without innovative components. Hence U.S. firms face more technological competition when import competition from HWCs increases, but more endowment cost competition when import competition from LWCs increases. As a result, the response in innovative activities will depend in part on the origin of that competition.
Finally, the existing literature is predominantly focused on the size of R&D expenditure;
the quantity and quality of innovation output are less emphasized. Radical or "breakthrough"
inventions lie at the core of entrepreneurial activity and wealth creation (Schumpeter 1942) .
They serve as the basis of new technological trajectories and paradigms and are an important source of creative destruction. To the extent that firms may change not only their inputs to innovation, but also the direction of their innovative activities, it is important to examine these aspects of innovation in response to competition.
To fill these gaps, we distinguish between different types of entry competition-technologically advanced entrants versus laggard entrants-and between different types of incumbent firms-those industry leaders and those laggards. To provide a full picture of how firms innovate, we study the impact of import competition not only on innovation input (R&D expenditures), but also on the quantity, quality, and direction of innovation output.
Data and Variables

Data and Sample
We build our sample by combining (1) 
Innovation Input and Innovation Output
We measure a firm's innovation input using its annual R&D expenditures and a firm's innovation output using the number of patents it filed in a given year. To account for the time lag and for the long-term nature of the innovation process, our empirical tests relate firm characteristics and import competition in the current year to the number of patent applications (that are eventually granted) three years later.
In addition to simple patent counts, we also study quality and novelty of a firm's patents.
We measure the technological and economic importance of a firm's patents using the patents' citation counts (Trajtenberg 1990) . 5 We measure the novelty of a firm's patents by counting the number of breakthrough patents (Ahuja and Lampert 2001) . Following previous studies,
we set patent and citation counts to zero for sample firms without available patent or citation information. We also set R&D to zero for firms with missing values of R&D expenditures in COMPUSTAT.
Our final sample contains an unbalanced panel of about 5,000 publicly-listed firms for the years 1976-2005, for a total of about 50,000 firm-year observations.
Import Competition
We calculate an industry's exposure to import competition from HWCs (LWCs) as the ratio of U.S. imports of products in the firm's primary industry from HWCs (LWCs) to total U.S.
consumption of products in this industry (domestic shipments plus total imports minus total exports). The formula is listed below.
U.S. imports from HWCs Import penetration from HWCs = ; U.S.outputs+U.S.imports-U.S.exports U.S. imports from LWCs Import penetration from LWCs = . U.S.outputs+U.S.imports-U.S.exports
The list of LWCs, as shown in the Appendix, is obtained directly from Bernard, Jensen, and Schott (2006) . They classify a country as an LWC if its annual per capita GDP is less than 5% of the U.S. annual per capita GDP, from 1972 to 1992. China, India, and most African countries are on the list. Countries not on the list are categorized as HWCs. 
Summary Statistics
Summary statistics for the key variables are presented in Table 1 . On average, a firm spends a little over eight percent of its asset value on R&D, files 13 patents, and receives 105 citations to its patents every year. These variables are right-skewed, as evidenced by the relatively big standard deviations.
Our matched firms are large firms with an average of $1.5 billion in sales or assets. The average value of import competition is about 20%. Although the average import competition is mostly from HWCs in our thirty-year sample period, import competition from LWCs has grown steadily over these years. Table 1 about here
Empirical Results
Specification
Our main empirical specification is the following: ex-ante import competition affects innovation τ years later. We opt to use a three-year lag for patent regressions, but our results are qualitatively unchanged if we use two-year or even one-year lags. All the regressions include year and industry fixed effects, where an industry is defined at the 3-digit-SIC level. We cluster the standard errors at the firm level.
Import Competition and Innovation Input
We first estimate how import competition affects firms' R&D expenditures in Table 2 . Across all columns, coefficients for the control variables are consistent with other studies on corporate R&D: Larger firms, firms with more cash holding tend to invest more in R&D, whereas older firms spend less. In addition, firms spend less in R&D as the HHI measure of domestic market concentration increases. Firm scope, as measured by the logarithm of the number of segments, does not seem to significantly impact R&D.
Insert Table 2 about here
Column (1) shows that greater import competition is associated with greater R&D expenditures. However, columns (2) to (4) show that aggregating import competition across those from HWCs and LWCs masks important differences in their impacts on firms' R&D expenditures. The economic significance of the point estimate is substantial. Coefficients in Column (4) imply that a ten-percentage-point increase in HWC import competition would prompt firms to increase R&D expenditures by a little over 7%, while a ten-percentage-point increase in LWC import competition would trigger a reduction in R&D expenditures of about 13%. The difference between coefficient estimate on HWC and LWC is statistically significant. We then move from innovation inputs and innovation outcomes. Table 3 estimates firms' patent counts against our import competition measures. Across all columns, coefficients for the control variables are generally consistent with those in Table 2 :
Import Competition and Innovation Output
Patent counts
Larger firms and firms with more cash tend to generate more patents, though firm age and scope do not matter for patents in a significant fashion. Notably, industry HHI does not seem to significantly impact patent counts, after our import competition variables are controlled for. Table 3 about here
Column (1) shows that greater import competition spurs more patent filings in general.
However, columns (2) and (3) show that this effect is almost entirely driven by import competition from HWCs. Import competition from LWCs is negatively associated with patent counts, although this effect is statistically insignificant. The economic impact of HWC imports on patent counts is considerable. Coefficients in Column (4) show that, on average, a ten-percentage-point increase in import competition from HWCs is associated with a 5.3%
increase of a firm's patent filings. The difference between HWC and LWC coefficient estimate is significant at 5% level. Table 4 estimates the quality of a firm's innovations against import competition. We measure innovation quality using the total number of citations a firm gets before 2006 to all of its patents filed in a given year. Results are very similar to those in Table 3 . Firms facing import competition from HWCs receive more citations to their patents. According to the coefficients, on average, a 10-percentage-point increase in import competition from HWCs is associated with additional 5.7% citations. In contrast, import competition from LWCs does not have a significant impact on patent citation; the differences in patent citations in response to HWC vs.
Patent citations
LWC import competition are statistically significant at the 1% level. Recall that results in Table 3 shows that firms file 5.3% more patents. We can see that the increased citations arise not only from increased number of patents, but also from the increased citations per patent. Table 4 about here
Patent novelty
We proceed to explore the novelty of the patents in the technological field. Following Ahuja and Lampert (2001), we count the number of a firm's patents that belong to the top 1% most cited patents ("breakthrough patents") among all patents filed in a given year. Results in Table 5 show that firms generate more breakthrough patents when faced with import competition from HWCs, and firms generate fewer breakthrough patents when faced with import competition from LWCs. Table 5 about here
Firms' Responses: Leaders versus Laggards.
In this subsection we explore the heterogeneous impact of import competition on innovation among U.S. firms. Van Dijk et al. (1997) raise the question of differential effects of market structure on small versus large firms' innovative activity. Boone (2000) predicts that the effect of market competition on a firm's incentive to innovate depends on its level of cost efficiency relative to the efficiency levels of its rivals. Lee (2009) finds that firm's R&D response to competitive market pressure depends primarily on its level of technological competence. In a similar vein, we examine how firms respond to import competition depending on a firm's relative capability in an industry measured in terms of: (1) size, (2) patent stock, and (3) profit margin. We measure firm size based on annual sales. We measure knowledge stock using total number of patents. We measure profitability using gross profits divided by annual sales. We sort firms based on size, knowledge stock, and profitability in each 2-digit SIC industry every year. The dummy variable, Leader (Laggard), refers to firms in the top (bottom) tercile among their industry peers in terms of the above three characteristics each year.
To explore firm heterogeneity, we augment the Equation (1) with additional interaction terms in Equation (2) , 1 Results in Table 6 show that the main effect of import competition from HWCs and LWCs observed in Table 2 through Table 5 continue to hold. It is reassuring to observe that leaders, measured in the above three ways, are associated with significantly better innovation outcomes. In addition, columns (1) and (2) show that, the largest firms invest more in R&D and generate more patents than smaller firms. In addition, they respond the most positively to import competition from HWCs, but rather passively to import competition from LWCs. On the contrary, the smaller firms invest less and file fewer patents when facing HWC import competition but they tend to respond positively to LWC importation competition. Columns (3) and (4) show that firms with the largest knowledge stocks invest more in R&D and generate more patents than firms with smaller knowledge stocks. In addition, they respond the most positively to import competition from HWCs. Columns (5) and (6) show some weak evidence that the most profitable firms invest more in R&D and generate more patents than less profitable firms. In addition, they respond most positively to import competition from HWCs.
In sum, we find that U.S. firms tend to respond to different spectrums of competition based on their relative industry positions.
Insert Table 6 about here
Overall, the results in Table 2 through Table 6 suggest that when facing competitive pressure from HWCs, U.S. firms, especially the industry leading firms, invest more in R&D and subsequently generate more patents, receive more citations to their patents, and generate more breakthrough patents. In contrast, when facing competitive pressure from LWCs, U.S.
firms tend to lower R&D expenditures, and their innovation outputs drop accordingly. There are also significant differences in the innovation input and output of leader and laggard firms when facing import competition from LWCs.
Mechanisms
In this section we explore a few mechanisms that may explain the competition-innovation relationship we have shown in Section 4. We first explore the mechanism that supports our story-that, to U.S. firms, import competitions from HWCs and LWCs represent different degrees of technological competition and therefore prompt different firm responses in terms of innovation. We then entertain alternative hypotheses that could generate similar relationship between import competition and firm innovation.
Import Competition and Technological Competition
Our main argument is that import competitions from HWCs For each patent technology class we calculate the share of patents filed by inventors from HWCs and LWCs, respectively. We then aggregate the shares to SIC level based on an SIC-technology class concordance (Silverman 1999) . We use these SIC-level share values as proxies for technological competition from HWCs and LWCs, respectively. Table 7 repeats the main regressions in Equation (1) but includes technological competition variables from HWCs and LWCs as additional controls. Results across the columns show that technological competition has a strong impact on innovation in the same direction as import competition from corresponding sources. In addition, after controlling for technological competition, the impact of import competition significantly is reduced both economically and statistically when compared with tables 2-5 (Column 4). This evidence suggests that import competition affects innovation partially through "imported" technological competition.
---------------------------------------------------------------------
Insert Table 7 
about here ----------------------------------------------------------------------
Import Competition versus Learning Opportunities
Rather than being a competitive threat, import competition from HWCs (or LWCs for that matter) could also enable U.S. firms to observe frontier technologies from overseas and hence provide opportunities for them to learn and imitate such technologies. To distinguish the competition effect from learning, we employ an instrumental-variables strategy, using import competition faced by other developed countries. The underlying identifying assumption is that imports by other high-income countries 7 are driven by common industry import demand shocks and supply shocks such as productivity growth and trade barrier reduction in LWCs We report the 2SLS results in Table 8 . The results in column (1) to (4) also indicate that the 2SLS results actually strengthen our prior findings that imports from HWCs boost while imports from LWCs lower US firms' R&D and innovation.
---------------------------------------------------------------------
Insert Table 8 
about here ----------------------------------------------------------------------
Upon observing "imported" technological opportunities, firms can also increase their innovative effort through global collaboration in innovative projects. To entertain this alternative mechanism, we used the Securities Data Company's (SDC) global alliance database to identify international R&D alliances in which U.S. firms join force with foreign partners. Because the SDC alliance database starts in 1985, we were only able to extract alliance information for the sub-sample period of . We observe that during this period, U.S. public firms established 38,024 international alliances with at least one foreign partner. Of these international alliances, around 90% featured a partner from a HWC and only 10% featured a partner from a LWC. In addition, R&D alliances accounted for 14% of all alliances with HWC partners but only 0.8% of all alliances with LWC partners. Table 9 repeats the main regressions in Equation (1) In a separate analysis, we estimated the probability of a U.S. firm establishing an international R&D alliance in response to HWC or LWC import competition. The results
show that U.S. firms are more likely to establish international R&D alliances (especially with HWC partners) when facing import competition from HWCs, but they are not more likely to establish international R&D alliances when facing import competition from LWCs.
----------------------------------------------------------------------
Insert Table 9 about here
Import Competition versus Export Orientation
One might argue that the relationship we observe between import competition and firm innovation arises from the globalization of product market in general. Instead of competition, imports may just reflect the fact that industries are becoming more globalized. Greater imports from HWCs often accompany greater exports to HWCs, i.e., greater market opportunity in HWCs, which leads to more R&D. In contrast, greater market opportunity in LWCs means that US firms can "recycle" their old products in a bigger market; they therefore will spend less on R&D. Indeed, empirical evidence suggests that industries that import a lot also export a lot (Bernard et al. 2007 ).
We construct two new variables, export orientation to HWCs (LWCs), to measure an industry's export orientation from U.S. to HWCs (LWCs) as a percentage of its total domestic output (shipment). In our sample, the correlation between import competition from HWCs and export orientation to HWCs is about 0.50. The correlation between import competition from LWCs and export orientation to LWCs is only about 0.05. Table 10 repeats the main regressions in Equation (1) 
but includes export orientations to
HWCs and LWCs as additional control variables. Results across the columns show that export orientation indeed has an effect on innovation that is similar to the effect from import competition. However, after controlling for export orientation, the import competition variables continue to have a meaningful impact on firms' innovation.
---------------------------------------------------------------------
Insert Table 10 about here
Industry Life Cycles
Yet another alternative explanation for our results is that the competition-innovation patterns are driven by industry evolution or industry life cycles. For instance, some industries are in decline and are more likely to offshore production to LWCs and meanwhile, they are not undertaking more innovation as the technologies are fading away. To further account for time-varying, industry-specific evolutionary trends, Table 10 repeats the main regressions in Equation (1), but includes an industry (2-digit SIC) * year fixed effects. Results across the columns are similar to the baseline results.
---------------------------------------------------------------------
Insert Table 11 about here
----------------------------------------------------------------------
Discussion and Conclusions
This paper investigates the relationship between import competition and innovation.
Empirical analyses based on a large sample of U.S. public firms in the manufacturing sector show that firms in industries that have experienced a greater level of import competition from
HWCs significantly increase their R&D expenditures and generate a greater number of patents, whereas firms in industries that have experienced a greater level of import competition from LWCs significantly reduce their R&D expenditures and generate fewer patents. We also find heterogeneity in responses from firms of different size, patent stock, and profitability. The increase in innovative activity in response to import competition from
HWCs is most pronounced among the largest, most knowledgeable, and most profitable firms, whereas the industry laggards seem to respond in innovative activities in face of import competition from LWCs. Taken together, these findings support our arguments that import competition from HWCs is more like "neck-and-neck" competition, which incentivizes firms, and especially leading firms, to increase innovation effort to stay ahead. In contrast, import competition from LWCs is more like laggard competition, which does not prompt the industry leading firms to innovate.
These findings extend the theoretical debate on the relationship between competition and innovation. They show that capability differences among both incumbent firms and entrants matter for the impact of competition on innovation. By bringing down the level of analysis from the industry level to the firm level, these results deepen our understanding of the heterogeneity among firms' innovation strategies. The results also highlight the circumstances under which existing firms become a source of radical inventions, and under which leading firms enhance their competitive advantages.
The study offers implications for managers as well as policy makers. It highlights a channel through which import competition affects domestic firms' long-term competitiveness or even their survival: by affecting their ability to reinvent themselves to stay ahead of their competition. It suggests that managers should interpret the implications of import competition beyond product market competition and think more strategically about their long-term innovation strategy to stay ahead of the global competition. In addition to monitoring import competition in their own industries, managers need to be aware of the effect of import competition on their suppliers. As firms source more and more of their upstream production to LWCs, they need to keep in mind that their domestic suppliers might be under so much competitive pressure that they give up R&D efforts, impacting their ability to upgrade their supply chains, designs, and processes (The Economist 2012).
To the extent that innovation drives economic growth, policy makers should be mindful that the openness of trade with different countries will have different impacts on the long-term performance of domestic firms and on the long-term prospect of the domestic economy.
While trading with LWCs has brought tremendous benefits to American consumers, it places significant downward pressure on the profitability of U.S. firms and on non-leading firms in particular. Instead of letting them give up innovation entirely, policy makers should design incentives to encourage these firms to embrace innovation that will upgrade their products and processes.
This study has a few limitations that invite future research. First, we do not have detailed data on technological competition from overseas to connect directly with import competition.
We use information about inventors' nationality in the USPTO patent database to proxy for technological competition from overseas. Most of these registered "inventors" are corporations headquartered outside U.S. It can be reasonably assumed that, as a foreign firm exports more and more products to U.S., it would apply for USPTO patents to prevent U.S.
firms from copying its ideas and the technologies embedded in its products. Therefore, patent applications filed by foreigners at least partially represent the degree of technological competition coming from overseas. It will be interesting to study import competition and technological competition coming from overseas more directly when such data become available. In addition, the measure of import competition is based on industry rather than firm level data. This industry-level measure does not give us accurate information about the competition landscape faced by a particular firm. Future studies can look at firm-level trade shock and innovative activities when such shocks can be identified.
Despite these caveats, this paper connects research on trade, product market competition and innovation. It theorizes and quantifies the relationships between import competition and firm innovation for incumbents of different capabilities using a large sample of firms. The effort will hopefully deepen our understanding of global competition and its impact on firms' innovation strategies. . 3 1972 3 1975 3 1978 3 1981 3 1984 3 1987 3 1990 3 1993 3 1996 3 1999 3 2002 3 2005 Import Penetration LWC Import Penetration HWC Import Penetration China Import Penetration OECD Import Penetration 
